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Dear

This i a final adverse determination as 1o your exempt status under section 501(c)(3) of
the internal Revenue Code (IRC). It Is datermined that you do not quaiify as exempt
from Fedaral incoma tax under IRC Section 501{c)(3} effective January 1, 2002.

Our adverse determination was made for the following reason(s):

1. You are not operated exclusively far charitable, educational, scientific,
or any other exempt purpose, as |s required by IRT section 501 (c)(3).

2. Your net earnings inure to the benefit of private shareholders and
individuals, which is prohiblted by IRC section 501{c)3).

3. You are operated for & substantial private purpose. you serve private
rathar than public interests, and your activitles resuit in substantis|
private benefit, which is not an exempt purpose.

Contributions to your organization are not deductible under Code section 170.

You are required 1o file Federal income tax returns on the form indicated above. You
should file these returns within 30 days frem the date of this letter, unless a request for
an extension of time is granted. File the retums in accordance with iheir instructions,
and a0 nol send them 1o this office. Processing of Income tax returns and assessment




of any taxes due will not be delayed because you have filed a petition for declaratory
judgment under Code section 7423.

If you decide to contest this determination undar the declaratory judgment provisions of
Code saction 7428, a petitlon to the United States Tax Court, the United States Court of
Claims, or the district court of the Uniled States for the District of Columbia must be filed
within 80 days from the date this determination was mailed to you. Contact tha clerk of
the approgriate court for rules for filing petitions for declaratory judgment. Tosecuraa -
petiion form from the United States Tax Court, write to the United States Tax Court,
400 Second Stragt, NW., Washington, D.C. 20217.

We will natify the appropriate State officials of this action, a8 required by Code saction
6104(c). You should contact your state officials if you have any guestions about how
this determination may saffect your state responsibilities and raguirements.

If you have any questions, please contact the person whose name and telaphona
nurnber are shown in the heading of this letter.

Sincersty,
CHARLES FISHER

TEAM MANAGER
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Taxpayer Identification Number:
Legend Num
ORG= Name of organization Form:
NUM= EIN rumber

Tax Ymar(s) Ended:

Darembear 31, 200X, 200X and 200X
Parson to Contactl D Mumber:

LContact Numbers;
Telephone:
Fax:

Cerified Mail - Ratum Racelpt Requested

Dear

\Wa hava anclosed a copy of our report of examination explaining why we believe
revocakion of your sxempt siatus under saction 501(c){3) of tha Internal Revenue Code
{Code) is necassary.

if you aceept our findings, take no further action. We will Issue a final revocation fettar.

If you do ot agree with our proposed revocation, you must submit 1o us a written
raquest for Appeals Office consideration within 30 days from the date of this letter to
protest our decision. Your protest should inglude a statement of the facts, the
applicable iaw, and arguments in support of your positien,

An Appeals officer will review your casa. The Appeals office is independent of the
Diractor, EQ Examinations. The Appeals Offica rasolves most disputes informally and
promptly. The enclosed Publication 3498, The Examination Process, and Publication
852, Exampt Organizalions Appesl Procedtires for Unagreed issues, explain how to
appeal an intemal Revenue Service (JRS) decision. Publication 3488 alse includes
informatian on your rights as a taxpayer and tha IRS coliection process.

You may also request that we refer this matter for technical advice a8 explainad in
Publication 862. |f wa issue a determination |etter to you based on technical advice, no
furthar administrative appeal is available to you within the IRS regarding the Issue that
wis the subject of the technical advice.

Later 3818 {04-2002)
Caaleg Mumber 34306F



If we do not hear from you within 30 days from the date of this [etter, we will procass
your case based on the recommandations shown in the report of examination. if you do
not protest this proposad determination within 30 days from the date of this letter, the
IRS will consicier it to be a fallure to exhaust your available administrative remedies.
Section 7428(k)(2) of tha Code provides, In part. "A declaratory [udgment or decree
under this section shall not ba issued in any proceeding unless the Tax Court, the
Claims Court, or the District Court of the United States for the Disirlct of Columbia
determines that the organization involved has exhausted its administretive ramadies
within he Intemal Revenue Service.” We will then isaue a final revocation letter. We
will also notify the appropriate state offic/ala of the revecation in accordance with section
6104{c) of the Code,

You have the right to contact the office of the Taxpayer Advocate. Taxpayer Advocate
assistance is not a substitule for established IRS procedures, such as the formal
appaals process. The Taxpayer Advocate cannot reverse a legelly comect fax
determination, or extend the time fixed by law that you have to fite a pelition in a United
States court. The Taxpayer Advocate can, howsver, see that a tax maiter that may not
have baen resolved through normal channals gats prompt and proper handling. You
may call toll-frae 1-877-777-4776 and ask for Taxpayar Advocate Assistance. If you
prafer, you may contact your local Taxpayer Advocate at

IFyou have any questions, please call the contact parson at the telephone number
shown in the heading of this letter. If you write, please provide a talephone number and
the most cohvanient time o call if we need to contact you,

Thank you for your cooperation.

Sincerely,

Marshe A. Ramirez
Director, EO Examinations

Enclosuras:
Publication 892
Publication 3488
Report of Examination

Letter 3618 (04-2002}
Catwlog Nursbar MB00F




Toepactereml of the Treasiry - [nmal Tovemo Scovct Sehedule No. or
Form 8864 Explanation of [tems Exhibi
Name of 1axpayer Yes/Period Ended
oc 12/ 0c/200X
12/ /200X
12/ 30/ 200X
Legend
CC= Name of organization NN=Name of individuals
AA= Affilisted organization PC= Party organization
AD= City, and State RR= Related party

: Shovld the IRC § 501{e)(3) tax exempd status of CC be revoked because it
is not operated exclusively for tax exempt purposes and because net enmings of the Organization
have inured to the benefit of ingiders?

EACTS:

CC (the “Organization™) was created with a Declaration of Trust by and between NN and NN,
“Founder™ and NN, “Trustes™ on December ¥, 200X,

The Trust was created for the purpose of establishing an organization which is described in IRC
§ 501¢cX3) and IRC § 50%(e)3). The Trust Instrumeat provides that the Founder repounices any
power to determine or control, by alteration, amendment, revocation, termination or otherwise,
the incomie or principal of the Trust estate. In addition, the Trest Instrament alse provides that
the Founder renounces any interest, either vested or contingent, including any reversionary
inierest or possibility of reverter, in the income or principal of the Trust estate,

The Declaration of Trust further provides that each year the Trusiee shall distribute XX% of the
adjusted net income of the Trust to the RR, the named PC. RR does not carry cut any activities
of its own. It makes grants to other charitics. In addition to this distribution, each yeas the
Trustee shall distbute a tota] of X3{% of the adjusted net income to one or more oFganizations
listed on Schedule A.

There are xxx organizations listed on Schedule A and some of them say “and affiliated
organizations” such as AA and affiliated organizations or AA and affiliated organizaiions. Some
of the organizations listed on Schedule A , including AA snd AA have not been shown to be
publicty supported charities described in 509()(1) or 509(aX2).

The Declaration of Trust provides that the Board shall be the governing bady of the Trust and
that the members of the Board shall consist of x members, X members shall be appointed by
RR or its designated agent. Two members of the board shall be from the class consisting of
NN and NN and their descendents,

The initin} boand members were NN, NN, NN, NN and NN, The same address is reported for
NN, NN and NN on Forms --- for 200X through 200X, When it supplied answers to
questions, the organization stated that the board membets appointed by RR are NN, NN and
NN.

Form 886- Amevssn Deparunent of the Treasury - Inteeral Revean: Seevice

Page: -1-




Formn BRGA Tiepartioen: of :IuTrul.rfrp Yo ] Rerverer Scnmce Schedule No. or

Explanation of [tems Exhibl

Nare of Taxpayer . Year/Period Ended
o

12/ /200K
12/ /200X
12/ 30/ 200X

The Trust Document provides that upen winding up and dissolution of the Trust, the assets shail
be disisibuted to a non-profit fund, foundation or corporation, which s organized and operated
exclusively for chariteble, educational, religious, andfor scicntific purposes and which has
established its tax excmpt status under section 501{c)3).

The Trust Document elso states that in the event the that the Trust does not obtain tax exempt
status under Sections 501{c)(3) and 509(a){3) of the Code, the assets of the Trust shall go to the
NN, as a contingent remaainder.

On May xx, 200X, the Organization was recognized by the Service as exempt from Federa)
income tax under section 501(a) because it is described in section 501(cX(3) and classified as an
organization that is not a private foundation because it is described in section 509(a)(3).

All of the contributicns of the Orgenization were given to the RR,, a chanty that does not carry on
any activilies of is own, but makes grants to other organizations.

Miputes

The orpanization hes minates only for the first meeting of the boerd, held on December x,
200X. These minutes describe how the trusl is o operate.

Thers are no other minuics of meetings.

Property Transactions
The initial gifi to the organization in 200X was property valued by the founder at $xxx,xxx. This
property wes five lots. The addresses are;

AD {Parce] xx-Xx-XXX-XXX)
AD ) {Parcel XX-XX-RAX-KXK)
AD {Parce] xx-xx-ax-ax)
AD {Parcel xx-xx-xxx-xax}
AD {Parce] :oe=-XX-XXX-XXX}

The dsed transferring  the property at AD from the dotior to the organization is for »/x interest.
The deed for the property at AD is for & xx% intesest. . The remaining interests were held by
CC, a company controlled by NN. According to the organization, these xxx lots were also
subject to mongages and had model homes on them. The other parcels were building lots.

Tt appears that the organization reported the value of the lots as if they had xxx% interest in al

Form 886s Atgevacs) Department of the Treasury - Intemal Revenus Service
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Depatreas of e TRy~ [Rsmal Revenue Scrviee Scheduls No, or
_Fm 886A Explanation of Items Exhibit
Name of Taxpayer Year/Penod Ended
oc

12/ o/ 200K
12/ 3/ 200X
12/ e/ 200X

of them, less the morigages, as a conlribution and also made a math ervor,
This is how the books of the organization showed its assets at the beginning of 2003

Parcel xx-Xxx-Xxxx-xx%

XK, XX
appraisal X
X0, XK
loan amount X
HHA XK
X
ona third [riecesit AKX
Parcel AX-XX-XXX-XXK
KK XX
appralsal X
KK
kan amount x
_ XXE XX
uxEh hntarast X
HEXE XXX
Parcel xx-X%-XXK-XXX 200K XX
Parcel XX-XX-XXK-XXX S XNK
Reported Difference
Parcel xx-xx-xxx-Xxx WX AKK
XN XK 200, 00K K20

That is, taking into consideration the mortgages and the fractional interests, the organization had
property worth $ xxx,xxx, but reported $ w00 on its balance sheet.

However, the founders also used § xoxxx as the price when they tried to re-acquire the lots from
the Foundation.

The Foundation states that its interest in these lots was transferred to CC on June x, 200X In
exchange, the Foundation received the promise to pay § souxxx from the CC. This nole is a
credit line promissory note. The ending dates on the note are inconsistent. It is dated June x,
200X, giving CC, the right to bommow and repay up to § xoi o any time prior to December xx,
203C{. This note 8130 says that the entire principal and unpaid interest shall be paid on or befors
December xx, 26XX. The note siates, ""The sntire principal and unpaid interest shal! be paid on
or before December xx, 20X, The wndersigned has the right to borrow and repay the amount of
up 20 KXXXXK ($ooaoe any time prior to Decernber xx, 20X0(."

Forn 8Ré6-Atrevaog) Dreparman: of the Treasury - Intemal Bsvwoue Secvice
Page: -3-




F 836A Depomcn of the Tl:l.-a:.:y—Tmml Revenua Satvios Schedule No. or
aan Explanation of Items Exhibit

Name of Taxpayer Year/ Period Ended
o Y 12/ 30t/ 200X

12/ 3%/ 200X
12/ /200X

“This note also seys that monthly payments equel to the interést shall be paid on or before the
x™ of each month. Interest is at the rate of x percent per annumn. interest bas been paid, but
not monthly.

This note states that the note is secured by Trust Decds of Trust, although the representative
seid that there are no Trust Decds of Trust, This promissory note ie signed by NN manager of
e

The organization was asked if there were any arrangements for the sale or redemption of the
property prior to the time it was given to the Foundation. The organization’s representative
replied that there was 10 previous armangement to transfer the property back to the NN.

The Foundation supplied an amartizetion schedule for this note which started December xx,
200X. They cannot explain why this beginning date differs from the date of the note. The quit
claim deeds transferring the property to the Foundation were executed on December xx, 200X.

AD
X, KN
An sppraisal dated xx/xx/200X gives the value of this parcel as $ xoux , including § oo for

the site. Public information reports that it was transferred 10 an unrelated third party by CC and
£C on x/xx/200X. The sales price is not known.

AD
XX 00,

An appraisal dated xx/xx/200X gives the value of this parcel as § xawox , including $ xoecxxx for
the site, It was transfesred o an uneelated third party

Losgg

On June xx, 200X, CCmade a payment of § xox om0 on the note.  On July x, 200X, the
Foundation mede a loan of § s o to CC,

On November x, 200X, the founder deposited a contribution of $xxx,xxx into the bank
account of the foundation. On November x, 200X, the organization transferred $xxX, XXX to
the founder's business, CC, and recorded it as a loan,

Form 886~ AReviex Deparument of the Treasuy - Internal Reverue Service
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Forms
Forms -— filed by the foundation reflect the following income and contributions:

200X 200X 200X

Income par -—

contibulions HI0, XX

nterest inoama OO0 N00 XX 00000
charitable grants XX XHOLNKX O XKX

Jalapce Sheet

The balance sheet for the year ending December xx, 200X reports land with a valae of $ xoooxxx .
The balance sheets for the years ending December xx, 200X and December x 200X report Jand
with a valoe of § ;oxxxx . However, s notad above, during the exemination, the organization
stated that the land was transferred to CC in exchange for the Promissory note in the amoun of §
xxxx 0f Tune x, 200X, Additionally, during the examination, the oxrganizalion supplied 2 deed
that showed xxx parcel was ransferred to NN on May xx, 200X and another deed showing =
parcel was transferred to CC in February, xx 2002, prior to the date of the promissory note.

LAW:

" IRC § 501(c)(3) exempts from Federal income tax: corporations, and any community chest,

fund, or foundation, organized and operated cxclusively for religious, cheritable, scientific,
testing for public safety, literary, or educational purposes, or for the prevention of cruelty to
children or anirals, no part of the net earnings of which inures to the benefit of any private
shareholder or individual, no substential part of the activilies of which is carrying on propaganda,
or ntherwise aitepipting to influence legislation and which does not participate in, or intervene in
(including the publishing or distributing of statements), any political campeign ou behelf of any
candidate for public office.

Regolation section 1.501(cX3}-1(cX1) provides that an organization will be regarded as
“operated exelusively’” for one or more exempt purposes only if it engages primarily in activities
which accomplish one or more of such exempt purposes spesified in section 301{<)(3). An
organization will not be so regarded if more then an insubstantial pert of its activitice is not in
furtherance of an exempt purpose.

Forn 888 A(Revatst) Department of the Treasucy - Inteonal Revene Service
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Dxputmont o the Tramuy - Intcoml REveouo HIe Schadule No, or
Fom 836/ Explanation of Items Exhibit
Name of Taxpayer Year/Peood Ended
oC 12/xx/ 200X
12/ 0/ 200X
12/ xx/ 200K

Regulation section 1.501(c)(3)-1(c){2) provides that an organization is not operated exclusively
for one or mare excmpt purposes if its net earnings inure in whole or in part to the benefit of
private sharebolders or individoals. The words “private sharcholdet or individual” refer to
persons having a personal and private interest in the activities of the organization.

Regulation section 1.501(c)(3)-1(d){1){3i} provides an orgenization 15 not organized or operated
exclusively for one or more exemnpt purposes unless it serves a public rather than a private
interest. Thus, 10 meet the Tequirement of this subdivision, it is necessary For an organization 1o
establish that it i3 not organized or operated for the benefit of private interests such as the cregtor
or bis Tamily, shareholders of the organization, or persons controlled, directly or indirectly, by
such private intepests.

In Revenue Ruling 67-5, 1967-1 C.B. 123, it was held that a foundation controlled by the
creator’s Family was operated to enable the crestor and his family o engage in financial activities
which were beneficial to them, but detrimental to the foundation. It was farther held that the
foundation was operated for a substantial non-cxempt purpose and served the private intezests of
the creator and his family. Therefore, the foundation was aot entitled to exemption from Federal
income tax vnder section S01(c)(3).

In Better Business Bureau v. United States, 326 11.8. 279 (194 5), the United States Supreme
Court held that regandless of the number of truly exempt purposes, the presence of a single

substantial non-exeropt purpese will prechade exemption under section 501(c)(3).

In Founding Chureh of Scientology v, U8, 412 F, 2d 1197 (Ct. CL, 1969) the court stated tha
loans to an organization’s founder or substantial contributor can constituie imwement that is

prohibited under section 501(cH3). Fuihat cass, the church made loans to its founder end his
family and failed to produce documentation that demonstrated that the loans were advantageous
to the church. The church also failed to produce docurnentation to show that the loans were
repaid. Significantly, the court stated that “the very existence of private source of loan credit
from ap organization's eamings may itself amount to imurement of benefit.”

Facts that show 2 charity’s investments that are decided in part by the needs of privlnte interesis
indicate the charily may not be operated exclusively for exempt purposes. Western Catholic
Church v, C iy 73 T.C. 196, 214 (1975

Treas, Reg. & 1.501{8)-1(c); Ginsburg v. Conupissioper, 46 T.C. 47 {1966). The very presence of
a private source of loan credit may amount to inurernent, Foupding Chureh of Scientology v.

Upited States, 412 F2d 1197 (Ct. Cl. 1969); Church in Boston v. Coammissionsr. 71 T.C. 102
Form 886~ A(mev.ect) Department of the Teaasury - Intenial Reveaus Serdce
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o Thepartanens of the Treaniiry - [nrearial FAvenae Servi Schedude No. or
Fo ssi Explanation of Items Exhibit - m
N 3 Year/ Peniod E

ks i 2/ 20K

12/ 0/ 200%
12/ 3=/ 200X

(1978). Loans to diequalified pessons promote private rather than charitable purposes. Best
Lock Corporation, v, Commissioner, 31 T.C. 1217, 1235-37 (1959).

A substantial part of the Organization's activities appear to serve private interests, It appears that
the Organization is operated as part of a tax avoidance scheme. Tax evoidance schemes do not

further an exempt parpose. Freedorn Chuech of Revelation v, Unjjed States, 588 F. Supp 663,
696 {D.D.C.1984)

GOYERNMENT"S FOSITION:

The IRC § S01{c)(3} tax exempt status of CC (the "Organization™) should be revoked because it
iz not aperated exclusively for tax exempt charitable purposes. Movre than an insubstantial
purpose of the orgenization is to serve the needs of its founders, NN end their businesses,
Additionally, the net earnings of the Organizatfon have imired to the benefit of insiders.

As subsiantial contributors, NN and NN are disqualified persons and insiders. They have
operated the Organization for personal benefit. There is no indication that the terms of the loans
to CC, a business controfiad by disqualified persons, were considered by the entire board, that
alternative investments for the Foundation were considered, or that the Promissory Notes were
roviewed by anyone acting in the intevests of charity,

On June xx, 200X, the organization received $xx,xxx as a payment on the note. On July z,
2002, the organization made a Joan of § xx,xxx to CC. A contribution of $ xx.xxx was received
on November x, 200X and e loan of § xx,xxx was made 10 CC on November x, 200X. The fact
that a doan was made the same day that a contribution was received suggests that the intent of the
contribution was to meke funds available for a loan. The fact that a loan was made within a few
days of a loan payment suggests that the perpose of the payment was t¢ make funds available.

Tt does niot appesr that any attempt is made to ensurs the Foundation’s assets are protected. The

- Foundation made a substantial loan with no verifiable security and although the note calls for

monthly payments, thera have been no adverse consequences for months withoul payment,

The organization also transferred land to the business of the fonnder with no down payment or
recording of the promissory note,

There is no avidence that any of the supported organizations erc attentive io the operations of the
Foundation. There s no assurance that the Foundalion will attempt lo enforce collection should
the loans become delinquent.

Form 886-Amevaet) Departoets of the Treasiary - Lotemal Revenue Service
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Form BRGA Departincnc of she Treaury - bemal Ravetiue Sernce Schedule No. or
- Explanation of Items Exhibit
Name ot Taxpayer Year/Period Ended
oC 12/xx/ 200X
12/%x/ 200X
12/%x/ 200X

Gifts to charity by the Foundetion are ingignificant compared to the loans made to the business
interests of the Founder.

A substantial part of the Orpanization's activities appear to serve private intcrests. It appears that
the Organization is operaied as part of a tax a\rmdanoe s.chmne Tax aveidance schemes do not
firther an exempt purpose. Freeds e 3 ed States, 588 F. Supp 693,
696 {D.D.C.1984)

The Drgamzatmn is controlled by NN and NN. There is no indication that the other board
members exercise any oversight on the financisl activities of the Foundatlon. There isno
indication that any representatives of any of the organizations named in the Trust Doctunent have
any input to the operations of the Organization.

The Organization, which is controlled by the NN, is operated to enable the NN to engage in
finencial activities which are beneficial to them and/or entitics with whom they are trensacting
business, but deirimental fo the Organization. Accordingly, it is operated for a substantial non-
exempt purpose. See Revenue Ruling 67-5.

The organization's primary activity has becn to act as a source of fonds for the founder and bis
business. Although charitable contributions have been made to the supported organization,
gifts to charity by the Foundation are insignificant compared to the loans made to the business
interests of the Founder.

The Organizetion’s net eamings have inured to the benefit of insiders, and the organization i not
operased exclusively for charitable purposes, so it does not qualify as a 501(c}(3) organization.

Facts tha show a charity’s invesiments that are decided in part by the needs of privete interests
indicate the uhanty mey not be operated exclusively for exempt purposes. Western Catholic
Ch v

The facts show that NN and NN are able to use the Foundation's funds as if they were their own.

The initial gift to the organization was property velued by the founder at $ xxxxx. These lots
were subject to mortgages and less than xxx% interest was given to the Fonndation.

Within x months, the lots were iransferred to the founder's business, in exchange for a
promissory note. Thus, the founder got a charitable deduction and got the Jots back without

paying out any cash.

On Movember x, 200X, the founder deposited § xo,x%x inte the bank account of the

Form 886-ARevtss) Deparunent of the Treaaory - Inteonal Reveome Seovice
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Departmem of the Tremuy . Incemal Fevenus Servie Schedule No, o
Fom 8864 E xplanation of Itzms Exhibit
Name of Taxpayer Year/Period Ended
oC . 12/200/ 200X
12/ox/ 200K
12/ xxf 200X

foundation. On November x, 200X, the organizstion transferred $ xx xxx to the founder's
business, CC. Again the founder got a charitable deduction without actually loosing control
of the donated asseis.

These transactions show thst the organization is used to Ruther the business interests of the
founder more than to advance chariiable purposes.

The foundation provided funds to tha business of the founder uader terms not available to others.

The Organization's net sarnings have inured to the benefis of insiders. Treas. Reg, § 1.501(a)
1(c); Ginghurg v, Commissioper, 46 T.C. 47 (1966}, The very presence of a private source of
loan credit may amount to inurerpent. Founding Church of Sejentology v. United States, 412
F.2d 1197 (Ct. C1. 1969); Church in Boston v. Comumizsioner, 71 T.C. 102 (1978). Loans to
disqualified persons promote private rather than charitable purposes. Best Lock Corpoation v,
Commissjioner, 31 T.C. 1217, 1235-37 {1959).

Accordingly, the Organization’s status as an organization described under section 501(c)3)
should be revoked , effective January x, 200X because it did not operate exclusively for exempt
purposes bocause s assets inured 10, end it served the private interests of, {rs creator.

ALTERNATIVE ISSUE #1: Should CC be reclassified as a private foundation?
FACTS:

The facts conceming the crganizing document and the financial activities of the Feundation are
described above.

There is 0o evidence thal representatives of any of the supported organizations ever atiended or
participated in any mestings of the Board of the Organization, or had any input or oversight on
the inveztments of the Foundation. Thers is no evidence that any financial reporting were made
to any of the supported organizations or requested by any supporiing organizations.

LAW;

Incorne Tax Regulelions section 1.509(a)-4(c) regarding the organizational test a 30%(a)(3)
organizalion must meet provides:

Forn $86-Amerss) Department of the Treasuwy - Inkerna] Revesue Service
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Tlepanrecrn cf the Terasary - Tmerma TEveme Scre Scheduls No. or
Form 8864 Explanation of Itemns E:dai}b%e
Name of Taxj Year/Period Ended
Atk s 12/x/200X
12/ 200X
12/xx /200X

(1) iIn general. —An organization is organized exclusively for one or more of the
purposes specified in section 509(a)(3)(A) only if its articles of organization (as defined
in §1.501(c)(3) H{LX2)):

{i) Limit the purposes of such organization to one or more of the purposes set
forth in section S09(a)(INA),

() Do not expressly empower the organization to engage in activitics which are
not in furtherance of the purposes referred 10 in subdivision (i) of this
subparagraph;

(iit) State the specified publicly supported organizations on whose behalf such
organization is to be operated (within the mesning of paragraph (d) of this
section); and

(iv) Do not expressly empower the organization te operate to support o benefit
any orgatization other than the specified publicly supported organizations referred
to in subdivision (iii) of this subparagraph.

Tneame Tax Regulations section 1.50%(a)-4(c) regarding the operational test a 509(a)(3)

orgamization must meet provides:

(1) Permissible beneficiaries. —A supporting organization will be regarded as “operated
exclusively” 10 support one or more apecified publicly supported orpganizations (hereinafter
referred to as the “operational test”) only if it engages solely in activities which support or
benefit the specified publicly supported organizations. Such activifies may include making
payments to or for the use of, or providing services or facilities for, indjvidual members of
the charitable class benefited by the specified publicly supported organization. A supporting
orgenization may also, for example, make & payment indirectly through another unrelated
crgenizetion to a member of a charitable clags benefited by a specified publicly supported
crgenization, but only if such & payment constitutes a grant to an individual rather than &
grant to an organizetion. In determining whether a grant is indirectly to an individual rather
than to an organization the same standard shall be epplied as in §53.4945-4(a)(4) of this
chapter, Similarly, an organization will be regarded as “'operated exclusively™ to support or
benefit one or more specified publicly supported organizations even if it supports or benefits
an organization, other than a privale foundation, which is described in section 501{c)3) and
is operated, supervised, or controlled directly by or in coancetion with such publicly
supported organizations, or which is described in section 511{a)(2)(B). However, an
orpenization will not be reparded as operated exclusively if any part of ils activities is in
furtherance of a purpose other than supporting or bencfiting one or more specified poblicly
supported organizations,
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{2) Permissible activities. —A supporting organization is not required to pay over its
income to the publicly supported organizatiens in order to mees the operaticnal test. It may
satisfy the test by using its income to carry en an independent activity or program which
supports or benefits the specified publicly supported erganizations. All such support must,
however, be limited to pamissible beneficiaries in accordance with subparagraph (1) of this
paragraph, The supporting orgamization may also engage in fund raising activities, such as
solicitations, fund raising dinners, and uwnrelated trade or business o raise funds for the
puhlicly supporiad organizations, or for the permissible heneficiaries.

Income Tax Regulations section 1.505(a)-4(f) regarding the nature of relationships

required for section S09(a}(3) organizations provides:

(1) in general. —Section 509(a)(3)(B) describes the pature of the relationship required
between a section 501(c)(3) orpenization and one or mose publicly supporied
organizations in order for such section 501 (c)}3) organization to qualify under the
provisions of section 509(a)}3). To meet the requirements of section 509(a}(3), en
organization must be operated, supervised, or controlled by of in conneetion with one or
more publicly supported organizations. If en orgamization does not stand in one of such
relatipnships (2s provided in this peragraph) to one or more publicly supported
orgamizations, if is not an organization described in section 30X(a)3).

(2) Types of relationships. —Section 509(a}(3)(B) scts forth three differcnt types of
relationships, one of which must be met in order to meet the requirements of

subparagraph (1) of this paragraph. Thus, & supporting organization may be:

(i) Operated, aupervised, or contralled by,
{ii) Supervised or controlled in connection with, or
(ifi) Operated in connection with, one or more publicly supported orgavizations.

(3} Requirements of relationships, —Although morc than one type of relationship may
exist in any one case, eny relationship described in section 509(a)(3)B) must insure that:

{1) The supporting organization will be responsive 1o the needs ar despands of one or
more publicly supported organizations; and

{i{) The supperting organization will constifute an intepral part of, or maintain &
significant involvement io, the operations of one or roore publicly supported
organizations.
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(4) General description of relationships. —In the case of supporting orgenizations
which are “opersted, supervisad, or controlled by" one or more publicly supported
organizations, the distinguishing feature of this type of relationship is the presence of a
substantial degree of direction by the publicly supported crganizations over the conduct
of the supporting organization, as described in paragraph (g) of this section. In the case of
supporting organizakions which are “supervised or conteoiled in connection with” one or
mere publicly supported organizations, the distmgnishing feature is the presence of
comman supervision or control amomg the goveming bodies of all organizations
involved, such as the presence of common directors, as deseribed in paragraph (h) of this
section. In the case of a supporting organization which is “operated in connection with”
one or more publicly sopporied oxpanizations, the distinguishing feature is that the
supporting organization is responsive to, and significantly involved in the operations of,
the publicly supported organization, as described in paragraph (i) of this section.

Income Tax Regulations section 1. S0%(a>-4(g)(1} provides guidance on the meaning of
“operated, supervised, or controlled by” as follows:

{i) Each of the items “operated by”, “supervised by", and “controlled by”, a8 used in
section S0 a)3)(B), presupposes a substantial degree of direction over the policies,
programe, and activities of a supporting organization by one or more publicly supported
organizations. The relationship required under any one of these terms is comparable to
that of a parent and subsidiary, where the subsidiary is wnder the direction of, and
accountable or responsitle to, the perent organization. This relationship is extablished by
the fact thal a majority of the officers, directors, ot trustees of the supporting organization
are appointed or elected by the goveming body, members of the governing body, officers
acting in their official capacity, or the membesship of one or more publicly sapported
organizations.

(ii) A supperting organizatior may be “opcrated, supervised or controlled by” one or
more publicly supported organizations within the meaning of section 509(a)(3YB) even
though its govemning body is not comprised of representatives of the specified publicly
supposted organizations for whoss benefit it js operated within the meaning of section
50%a)(3)(A). A supporting organization may he “operated, supervised, or controlled by™
one or more publicly supported organizations (within the meening of section
509%(a) 3B)) and be operated “for the benefit of™ one or more different publicly
supported organizations (within the meaning of scction 50%(a)(3XA)) only if it cen be
demonstrated that the purposss of the former organizations are carried out by benefiting
the latter organizations.
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Income Tax Regulations section 1.509({a)-4(3} regarding control by disqualified persons
provides:

{1) I general. —Under the provisions of section 509(a){3)(C) & supporting
organization may not be controlled directly or indirectly by one or more disqualified
persons (as defined in section 4946) other then foundation managers and ofber than
one or more publicly supported organizations, If a person who is a disqualified
person with respect to a supporting organization, such g a substantial contributor fo
the supporting organization, is appointed or designated as a foundation manager of
the supporting organization by a publicly supported beneficiary organization to
serve a3 the representative of such publicly supported ceganization, then for
putposes of this paragraph such person will be regarded as a disqualified person,
rather than as 2 representative of the publicly supported orgmmization. An
arganization will be considered “controtled”, for purposes of section S0(a)(3)(C), if
the disqualified persons, by aggregating their votes or positions of authority, may
require sich organizetion to pedform any act which significantly affects its
operations or may prevent sach organization from parforming such aet. This
includes, but ig not limited to, the right of any substantial contributer or his spouse
to designate eomsally the recipients, from smong the publicly supported
organizations of the income atiributable 1o his contribution to the supporting
organization. Except as provided in subparagraph (2} of this paragraph, & supporting
organization will be consideved 10 be controlled divectly or indirectly by one or more
disqualified persons if the voting power of such persons is 50 percent or mors of the
total voting power of the organization's poveming body or if one or more of the total
voting power of the organizations governing body or if ore or more of sech persons
have the right 10 exercise veto power over the actions of the organization. Thus, if
the governing body of a foundation is composed of five trustces, none of whom has
a veto power over the actions of the foundation, and no more than two bustees are ul
any time digqualified persons, such foundation will not be considered to be
controlled directly or indirecily by one or more disqualified persons by reason of
this fact alone, However, all pertinent facts and circumstances including the hature,
diversity, and income vield of an organization's boldings, the length of time
particular stocks, securitics, or other assets are retained, and its manner of exercising
its voting rights with respect to stocks in which members of its governing body also
have some interest, will be taken into consideration in determiming whether a
disquatified person does in fact indirectly comtrol an organization.

GOVERNMENT'S POSITION:
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As set forth shove, it is the government's primery position that the tax exempt status of CC (the
“Qrganization”) should be revoked, Alternatively, the Orgamization shouki be reclassified ns a
private foundation.

Due to Congressional concerns ahout wide-spread abuses of their tex-sxenipt status by private
foundations, private foundations were defined and subjected to significant reguletions and
controls by the Tax Refoon Act of 1969, The definition of a private foundation is intentionally
inclusive so that all organizations exempted from tax by IRC § 501(c){3) are private {foundations

except for those specified in IRC § 508(a)(1) through{4). }
issi T.C. Memo. 1989-566; Quarrie Charitable Fund v, Comnissiongg, 603 F.2d

1274, 1277 (7™ Cir, 1979). The Organization claims it is excepted from private foundation status
and not subject to the mles of Chapter 42 applicable to private foundations because it meets the
requirements of section 509(s)(3), which defines supporting organizalions.

Public charities (organizaticns described in section 501(c)(3) that meet the requirement of
sections 509(a)(1) or {2)) are excepted from private foundalion status on the theory that their
exposure 1o public scrutiny and their dependence on public support keep them from the abuses ta
which private foundations arc subject. Supporting organizations are similarly excepted from
private foundation status, Supporting organizations are excepled on the theory that the public
charities that they support, rather than the public, will provide the scratimy o keep supporting
organizations from the types of abuses to which private foundations are prone. Quatmie. 603 F.2d
at §1277-78.

Section 50NaX3) organizetions must meet all three of the following tests:

1) Orgenizational and Operations! Tests under section S09(a}(3XA).
2} Relationship Test under section S0%(a)(3NB).
3} Disqualified Person Control Test wnder section S08a)3)(C).

Overall, these tests are meant to ensure that & supporting crganization is respansive to the needs
of a public charity and intimately involved in its operations and that the public charity (or
publicly supported organization) is motiveted to be attentive to the operations of the supporting
otganization and that it is not contrelled, directly or indirectly, by disqualified pessons.

Organizational and Operatioun] Tests

The Organization is not organized to benefit one or more specified publicly supported
organizations., Pursuant to Treas. Reg. § 1.505(a)-4(c)(1)(iii) and (iv), an erganizaticn’s
governing instrurnent must state the specified publicly supported organization(s) on whose behalf
the organization is to be operated and cannot expressly empower the organization to support or
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benefit any organizations ather than (he specified publicly supposted organization(s). The
Organization’s dissohution clause allows distributions 1o organizations other than the specified
publicly supported organizations upon termination of the Organization. The possible
beneficiaries are not limited 1o the RR or to the organizations specified on Schedule A of the
Organization’s Declaration of Trust, Therefore, the orgenizational test is oot met. See Quarrig,
supra (holdiag that the organizationa] test was not satisfied where the trustee had the power to
substitute heneficiaries when, in the julgment of the trustee, the uses of the namad beneficianies
became unnecessary, undesirable, impracticable, impessible or no longer adapted to the needs of
the public).

Morcover, the operational test set fordh in Treas, Reg. § 1.509(a)-4(e)(1} is not eatisfied. A
supporting organization will be regarded as “operated exclusively” to support = specified publicly
supported organization{s) only if il engages in activities which support or benefit the specified
publicly supported organizations(s). As was discussed under the Primary [ssue above, the
Organization apparently has served private interests and has made payments for the benefit of
NN and NN.

Also, the Schedule A attached to the organization’s trust decument permits it to benefit AA, pot
a publicly sepported organization.

Therefore, it has not estabbished that it operated exclusively for the benefit of the publicly
supported orgatizations.

Relafionship Test

As set forth in Treas. Reg. § 1.509(a)-4(f)(2), there are three permissible relationships:
{1) operated, supervised, or controlled by; (b) supervised or controlled in connection with; and
(¢) operated in connection with one er mere publicly supported organizations.

The relationships “operated, supervised or controlled by and “supervised or controlled in
connection with” presuppose s substantial degree of direction over the policies, programs and
activities of the supporting otganization by a publicly supported organization. The “cperated,
supervised or comtrolled by relationship is established by the fact thet a majority of the officers,
directors, or trustees of the supperting organization are appointed or elected by the governing
body, members of the governing body, officers acting in their official capacity or the membership
of the publicly supported orpanization. The “supervised or controlled in connection with”
relationship is established by the face thet there is common supervision or control by the persons
supervising or controlling both the supporting and the publicly supported organizations (i.e.; that
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control or management of the supperting organization is vested in the same persons that control
or manage the publicly supported organization).

I the present case, the organizing document provides thal a majority of the hoerd members
would be appointed by the primary supported organization, RR. However, there is no indicalion
that any board members appointed by RR participated in the decision making process of CC.
There is no indication that they approved a loan made on the same day 4 contribution was
received.

Disqualified Person Control Test

As noted above, NN and NN are disqualified persons because they are substantial contributors 1o
the Foundation, All the checks written are signed by NN. There is no indication that aay
representatives of any of the organizations named in the Trust Document have any input to the
operations of the Orgenization.

In this case, the largest assel of the orpanization is the founder’s Bability to it. A person in
comrol of the organization’s largest assel can ressonably be assumed to have significant
inflnence over the organization.

Az noted above, the Foundation ¢id not require the monthly payments required by the loan
document, aithough it did receive interest annwally. The Foundation did not ensure that its
ASEetR were properly recorded on its books. These are indications that the Founders, the
borrowers, are in control of the fnancial arrangements of the Foundation,

Accordingly, the Organization should be reclassified as a private foundetion becsuse it does not
quatify as a supporting organization under the requirements sct forth in Treas. Reg. § 1.509(a)-
4(c) through {j).

CONCLUSION:

For the reasons set forth above, we have determined that CC (the “Orpanization™) 1s nol an
organization described in section 501(c)3). Altematively, the Organization should be
reclassified ap an organizetion that is a private foundation defined in zection 509(a) and it should
be held liable for the excise taxes under section 4944(a)(1) and (b)(1)-

This determination is effeclive beginning January x, 200X,
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